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Introduction & motivation

 Over the last two decades, the question of central bank credibility

has become a central concern of the academic literature on

monetary policy

 It has also become a major concern for many central bankers

around the world, which have taken a number of measures to

enhance the credibility of their monetary policy

 This process of building central bank credibility was especially

strong in inflation targeting countries, both industrialized and

emerging, with major improvements in central bank communication

and transparency
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Introduction & motivation

 What is credibility? “In a word, credibility matters in the theory and

it is certainly believed to matter in practice – although empirical

evidence on this point is hard to come by because credibility is not

easy to measure” (Blinder, 2000)

 The survey conducted by Blinder (2000) suggests in particular that

the definition of credibility of the central bankers differs somewhat

from that of the academic economists

 A central bank is said credible if its announcements are believed by

people ⇒ a monetary authority is said to be credible if “people

believe it will do what it says” (Blinder, 2000), i.e. if deeds are

expected match words
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Introduction & motivation

 In an inflation targeting framework, credibility means therefore that

people believe that the central bank has the willingness, but also

the ability, to reach the inflation target that it announced ex ante

 In particular, this means that private sector inflation expectations

are anchored on the target and that people do not over-react to

target misses

 Nonetheless, despite the growing interest of policy-makers and

academics for this concept, no clear consensus emerged about

what central bank credibility really means, how it can be established,

and especially how it can be measured
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Introduction & motivation

 Moreover, central bank credibility measures developed in the

literature have several limitations and are not able to show the

“true” credibility level of inflation-targeting central banks

 Objectives of the paper:

1) Propose a new time-varying measure of central bank credibility that

addresses the main limitation of previous indexes

2) Analyze whether the credibility of monetary policy has evolved in

emerging inflation-targeting economies

3) Empirically test whether credibility implies less short-term interest

rate volatility, through the expectations channel
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Presentation Outline

1) Existing measures of Central bank credibility (CBC)

2) A new measure of CBC

3) Application to emerging IT countries

4) Impact of CBC on the volatility of monetary policy instrument

5) Robustness checks

6) Conclusion and policy implications
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Existing measures

 Two types of credibility measures developed in the literature

 The 1st refers to Bomfim and Rudebusch (2000) approach:

consists of assessing the weight attached by the private sector to

the announced inflation target in the formation of their inflation

expectations:

𝜋𝑡|𝑇
𝑒 = 𝜆 𝜋𝑡 + 1 − 𝜆  𝜋𝑡−𝑞

 𝜆 (0 ≤ 𝜆 ≤ 1) measures the degree to which expectations are

anchored on the target. The higher 𝜆, the higher the weight attached

by the economic agents to the target in forming their expectations,

the higher the central bank’s credibility.
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Existing measures

 The 2nd type of measures refers to the gap between inflation

expectations and the inflation target

⇒ any deviations of expectations from the target is viewed as a loss

of central bank credibility

 Two main indexes in the literature: Cecchetti and Krause (2002) and

de Mendonça and de Guimarães e Souza (2009)

 Cecchetti and Krause (2002) index:

⇒ 0 (no credibility) and 1 (full credibility) 8



Existing measures

 De Mendoça and de Guimarães e Souza (2009) index considers a

target range:

 A central bank is viewed as non-credible 𝐶𝑟𝑒𝑑𝐷𝑀𝐺𝑆 = 0 if

expected annual inflation is equal or greater than 20% or lower or

equal to 0%, and as fully credible 𝐶𝑟𝑒𝑑𝐷𝑀𝐺𝑆 = 1 if inflation

expectations are anchored within the target range. Between these

two limits, the value of the index drecreases linearly. 9



Existing measures

 Numerical example ⇒ two cases: a single-digit inflation target

equal to 2% (with +/- 0.5 % point tolerance intervals), and a double-

digit inflation target equal to 14% (with +/- 0.5 % point tolerance

intervals)
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Existing measures

 The profile of these 2 indexes and the marginal loss of credibility

largely depends on the level of inflation target considered

 A positive deviation of inflation expectations from the target will be

strongly punished in terms of credibility loss if the target is closed to

the upper limit of 20%

 For example, for a positive deviation of 3% points from the target

range, the value of 𝐶𝑟𝑒𝑑𝐷𝑀𝐺𝑆 is equal to 0,45 in the case of a target

equal to 14%, and to 0,83 in the case of a target equal to 2%

⇒ Such indexes are not adequate for assessing the current level of

credibility of emerging IT central banks, since most of them now target

relatively low inflation rates. 11



A new measure of credibility

 We propose a new index of central bank credibility not based on ad

hoc upper and/or lower thresholds

 Index based on an inverse asymmetrical LINEX function (partly

LINear, partly Exponential) [Varian, 1974; Zellner, 1986): negative

deviations are considered less serious than positive deviations :

with the deviation between expected inflation and the target

 For will be considered as more penalizing than

12



A new measure of credibility
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A new measure of credibility

 We distinguish two cases: one considering that represents

a loss of credibility (Cred_LLR1) and one considering that

does not mean loss of credibility (Cred_LLR2):
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A new measure of credibility
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Application to emerging IT countries

 Data and period: 𝐶𝑟𝑒𝑑𝐿𝐿𝑅1 and 𝐶𝑟𝑒𝑑𝐿𝐿𝑅2 computed on a monthly

basis on the period between the effective IT adoption date (if data

available) and December 2013

 Private sector inflation expectations: forecast survey provided by

Consensus Economics → surveyed forecasters located in their

respective country and work in the financial sector

 The 12-month ahead expected inflation constructed by taking the

weighted arithmetic average of the mean forecast for the current

year and the next year:

with 𝑡 the month (with 1 = 𝐽𝑎𝑛𝑢𝑎𝑟𝑦 ≤ 𝑡 ≤ 12(= 𝐷𝑒𝑐𝑒𝑚𝑏𝑒𝑟))
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Application to emerging IT countries
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Application to emerging IT countries
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Application to emerging IT countries
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The Cred_LLR1 Index in emerging inflation-targeting countries



Credibility and interest rate volatility

 To check the ability of our index to “correctly” measure central bank

credibility, we investigate to what extend credibility influences the

volatility of short-term interest rate in emerging inflation-targeting

countries

 The following hypothesis is tested: a higher (lower) credibility

contributes to lower (higher) volatility for the change in interest

rate

⇒ Expectations channel
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Credibility and interest rate volatility

 We use an Exponential GARCH model (Nelson, 1991). The mean

equation, augmented with the inflation rate, is:

 The variance equation is augmented with our central bank

credibility index:

with is conditional to a given

density function
21



Credibility and interest rate volatility
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Credibility and interest rate volatility
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Credibility and interest rate volatility
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Credibility and interest rate volatility
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Robustness checks
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Robustness checks
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Conclusion and policy implications

 This paper proposes a new index of central bank credibility more

close to the current monetary policy and inflation target levels in

emerging inflation-targeting countries

 We also find that a higher credibility implies a lower interest rate

volatility: expectations channel

 Credibility is expected to improve monetary policy efficiency

since people will believe that the announced target will be realized

and they will set their demands for wage and price increases

accordingly

 Central bank credibility is a self-reinforcing process that emerging

economies should seek to strengthen 28
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